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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
FINANCIAL REPORTING FOR
INVESTMENT PARTNERSHIPS
(Proposed Amendment to AICPA Audit and Accounting Guide
Audits of Investment
Companies)

SEPTEMBER 15, 1993

Prepared by the Investment Companies Committee,
American Institute of Certified Public Accountants
Comments should be received by November 15, 1993, and addressed to
Al Goll, Accounting Standards Division, File 3170.IP
AICPA, 1211 Avenue of the Americas, New York, NY 10036-8775

800060

SUMMARY

This proposed statement of position (SOP) would amend the Audit and Accounting Guide Audits
of Investment Companies (the Guide) to provide guidance on financial reporting by investment
partnerships for disclosures of investments, income, and partners' capital. It would require—
•

Including a list of investments in securities, as illustrated in the guide for management
investment companies, with financial statements prepared in accordance with generally
accepted accounting principles (GAAP).

•

Presenting a statement of operations in the format illustrated in the Guide.

•

Accounting for performance fees in accordance with partnership agreements and
disclosing the amounts of and how such fees are computed.
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1211 Avenue of the Americas
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(212)596-6200
Fax (212) 596-6213

September 15, 1993
Accompanying this letter is an exposure draft of a proposed statement of position (SOP),
Financial Reporting for Investment Partnerships. A summary of the proposed SOP also
accompanies this letter.
The purpose of this exposure draft is to solicit comments from preparers, auditors, and users
of financial statements of investment partnerships and other interested parties.
Minority Views
Although a majority of the Accounting Standards Executive Committee (AcSEC) supports the
recommendations in the proposed SOP, five members of AcSEC believe that although
additional disclosure of investments by investment partnerships is desirable, such disclosure
can be accomplished short of requiring the detailed schedule of investments illustrated in the
Guide. Instead, they support requiring a condensed schedule of investments, which would
ordinarily include details of each investment constituting more than 5 percent of net assets and
summary information regarding the remainder of the portfolio. The summary information would
ordinarily include investments by type (common and preferred stocks, convertible and fixed
income securities, options purchased, options written, warrants, futures, loan participation,
short sales, and so forth) by industry and by country or geographic region. An illustration of
such a schedule is included in this SOP as appendix A.
Commentators are asked to state whether they favor the majority or minority view of AcSEC
or whether presenting a detailed or condensed schedule of investments should be required for
investment partnerships.
Comments on the exposure draft should be sent to Al Goll, Accounting Standards Division, File
3170.IP, American Institute of Certified Public Accountants, 1211 Avenue of the Americas,
New York, NY 10036-8775, in time to be received by November 15, 1993.
Written comments on the exposure draft will become part of the public record of the AICPA and
will be available for public inspection at the AlCPA's offices for one year after December 15, 1993.
Yours truly,

Norman N. Strauss, CPA
Chairman
Accounting Standards Executive Committee

Robert W. Uek, CPA
Chairman
Investment Companies Committee
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PROPOSED STATEMENT OF POSITION
FINANCIAL REPORTING FOR
INVESTMENT PARTNERSHIPS

INTRODUCTION
1.
This statement of position (SOP) provides financial reporting guidance for investment
partnerships. Such partnerships are identified as a type of investment company in the AlCPA's
Audit and Accounting Guide Audits of Investment Companies (the Guide), which this SOP amends.
The Guide indicates that an investment company generally is an entity that pools shareholders'
funds to provide the shareholders with professional investment management. (paragraph 1.01)
The Guide mentions partnerships twice in chapter 1 as follows:
Several types of investment companies exist: management investment companies, unit
investment trusts ... investment partnerships.
Investment companies are organized as corporations, ... common law trusts ..., limited
partnerships. (paragraph 1.03)
The Guide also contains the following:
The accounting principles and auditing procedures discussed in this Guide generally
apply to all investment companies, though the Guide has been written primarily for
auditors of mutual funds and closed-end companies registered with the Securities and
Exchange Commission (SEC) under the 1940 Act. (paragraph 1.04)
To comply with SEC rules and regulations, registered investment companies must make
certain disclosures in addition to those required by generally accepted accounting
principles. Those additional requirements are not presented in illustrative financial
statements because they are not otherwise required by generally accepted accounting
principles. (paragraph 5.46)
The illustrative financial statements of management investment companies in the Guide do contain
a detailed schedule of investments.

BACKGROUND
2.
Many investment partnerships follow the provisions of the Guide. There is, however,
diversity of practice in several areas. The Guide requires investment companies to list their
individual securities in the statement of net assets or in an accompanying portfolio of investments.
Some investment partnerships do not present such a list with their financial statements.
3.
Investment companies present their results in a statement of operations as specified in the
Guide. The Guide requires separate disclosure of dividends and interest income and of realized and
unrealized gains (losses) on securities. Some investment partnerships combine these items and
present them as one income statement caption with no separate disclosure.
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4.
Investment companies generally enter into an investment advisory agreement under which
they receive investment management. The fee for this service is usually based on a specified
percentage of average assets being managed. Some agreements provide for a performance fee,
which includes the normal fee plus a bonus (or less a penalty) if the company's performance
exceeds (or fails to exceed) a preestablished benchmark. Many investment companies reflect this
fee, including the bonus portion, as an expense in the statement of operations. Other investment
companies are organized as partnerships that provide, through the partnership agreement, for an
allocation of earnings based on a predetermined formula. Some investment partnerships reflect
this allocation of partnership income through a reallocation of partners' capital from the limited
partners to the general partner within the equity section of the balance sheet rather than as an
expense.

SCOPE
5.
This SOP applies to investment partnerships that are investment companies as defined in
paragraph 1.01 of the Guide, as quoted in paragraph 1 of this SOP.

CONCLUSIONS
6.
The financial statements of investment partnerships, when prepared in accordance with
GAAP, should include a detailed schedule of investments in securities, as described and illustrated
in statements of management investment companies in the Guide, owned by the partnership at
the close of the period. For this purpose, investments in other funds, including other partnerships,
are considered investments in securities. For each significant investment in other investment
funds, meaningful information about the underlying portfolios of such funds should be disclosed.
7.
In addition, such financial statements should follow the format of the illustrative statement
of operations presented in statements of management investment companies in the Guide with
separate disclosure of dividend income and interest income and realized and unrealized gains
(losses) on securities for the period.
8.
Investment companies organized as limited partnerships typically provide that the general
partner render performance and advisory services to the partnership. For such services, some
partnerships pay fees chargeable to the partnership, while others allocate capital from the limited
partners' capital accounts to the general partner's capital account, and still others employ a
combination of the t w o methods. Because accounting for similar fees in partnerships is ill-defined
in accounting standards, this SOP does not specify which accounting treatment is appropriate.
The amounts of any such payments should, however, be presented in either the income statement
or the statement of changes in partners' capital, and the method and amounts of allocations
should be described in notes to the financial statements.

EFFECTIVE DATE AND TRANSITION
9.
The provisions of this SOP are effective for financial statements for fiscal years beginning
after December 15, 1993. Earlier application is encouraged.
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BASIS FOR CONCLUSIONS
10. As mentioned previously, some investment partnerships do not comply with the Guide.
Generally, such partnerships fall into a category referred to as hedge funds. The Glossary in the
Guide contains the following definition of a hedge fund:
An investment company seeking to minimize market risks by holding securities believed
likely to increase in value and at the same time being short in securities believed likely
to decrease in value. The only objective is capital appreciation.
U.S. securities laws provide no definition of a hedge fund. The phrase is generally applied to
private investment pools that are organized as limited partnerships. These funds usually trade in
liquid instruments as opposed to real estate or shares of leveraged buyout or venture capital
entities; they often are active in the U.S. equity markets and may trade in bonds, commodities,
futures contracts, and foreign currencies. Unlike many other investment companies, hedge funds
are willing and able to hedge and leverage investments with few, if any, restrictions.
1 1 . It has been argued that, because of the nature of hedge funds (and, in some cases, other
investment partnerships), these entities should be specifically exempted from the scope of the
Guide. Some of the reasons given to support this position are as follows:
•

Confidentiality. Investment strategy must be kept confidential to achieve the best results
for the investors. The disclosure of certain information to people outside of the
partnership could be detrimental to the partnership's investment results.

•

Industry Practice. A significant number of hedge funds have traditionally interpreted the
requirement in the Guide to provide a detailed schedule of investments as not being
applicable to them. Accordingly, their financial statements usually do not contain such
a schedule.

•

Investor Expectations and Needs. Investors who participate in hedge funds are aware of
the kinds of securities being purchased because of disclosures in the partnership
agreement. These individuals frequently are high-net-worth, sophisticated investors who
neither need nor expect the type of reporting required of mutual funds. Additionally, most
partnership agreements provide for partner access to records, thus enabling a partner to
obtain additional information if necessary.

•

Regulatory Environment. Funds restricted to fewer than 100 partners are exempt from
registration under the 1940 Act. Recent proposed changes by the Securities and
Exchange Commission (SEC) suggest an even broader exemption for investment pools,
which would enable funds to have an increased number of "highly sophisticated investors"
(determined by measures of net worth or income). The SEC, accordingly, has recognized
that these funds should not be held to the same standards as mutual funds.

•

Broker/Dealer Requirements.
The financial statements of broker/dealers, which like
investment companies follow a fair value model for their investment portfolios, need not
include a detailed portfolio of investments or separate disclosure of realized and unrealized
gains (losses). In the AlCPA's Audit and Accounting Guide Audits of Brokers and Dealers
in Securities, securities brokers and dealers are described as follows:
Brokers, acting in an agency capacity, buy and sell securities and commodities for
their customers and charge a commission. Dealers or traders, acting in a principal
capacity, buy and sell for their own account and trade with customers and other
dealers. (paragraph 1.01)
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An investment partnership is simply a vehicle that buys and sells securities on behalf of
its partners; accordingly, it more closely resembles a broker/dealer than an investment
company and should follow the accounting and reporting promulgated for the
broker/dealer industry.
•

Cost. The additional reporting required of mutual funds under the Guide is not costeffective for investment partnerships.

12. A majority of AcSEC believes that the Guide clearly applies to investment partnerships of all
kinds. They generally agree that some of the 1940 Act requirements may not apply to investment
partnerships; however, they believe that significant information, such as an investment portfolio,
separate disclosure of dividend and interest income and realized and unrealized gains (losses), and
full disclosure of activities within partners' capital accounts, should be required for fair
presentation of financial statements. They believe that excluding a detailed schedule of
investments from any investment company's financial statements, including investment
partnerships, is as detrimental to a fair presentation as it would be to present the financial
statements of a manufacturing company without the details of current assets. Additionally, they
respond to the reasons for noncompliance with the Guide cited in paragraph 11 as follows:
•

Confidentiality.
Confidentiality is not a compelling reason for excluding material items
from financial statements prepared in conformity with GAAP. Perhaps this problem may
be overcome by limiting the distribution of financial statements or preparing financial
statements on a basis other than GAAP (for example, financial statements prepared on
a tax basis, or in accordance with the partnership agreement).

•

Industry Practice.
Industry practice apparently developed inadvertently; little or no
attention was given to the Guide at a time when there were relatively few investment
partnerships and, particularly, few hedge funds. The number of these funds is increasing
dramatically and, if the SEC liberalizes its rules concerning the number of investors
necessary for registration under the 1940 Act, will continue to grow at an even faster
rate.

•

Investor Expectations and Needs. Investor expectations and needs are difficult to
determine objectively. It would be presumptuous to conclude that an investor does not
need information that would otherwise have to be presented under GAAP.

•

Regulatory Environment.
The fact that the SEC has proposed a liberalization of the
requirements for filing set forth by the 1940 Act does not mean that disclosures and
practices required under GAAP should be compromised. The SEC could very well have
reached this conclusion with the impression that the partners would be furnished with
financial statements prepared in accordance with practices used by other investment
companies. Not requiring filings under the 1940 Act is a major concession that may lead
some to conclude that financial statement disclosure is even more critical to the investor.

•

Broker/Dealer Requirements. It is clear that the Guide includes investment partnerships
in the definition of investment companies. The Guide indicates that its principles and
procedures "... generally apply to all investment companies, though the guide has been
written primarily for auditors of mutual funds ... under the 1940 Act." (paragraph 1.04)
These words were not intended to permit investment partnerships (or other non-1940 Act
funds) to omit significant disclosures; rather, it seems more appropriate to conclude that
the Guide was suggesting that some of the 1940 Act requirements would be unnecessary
for investment partnerships. The accounting literature for broker/dealers, in contrast,
does not discuss investment partnerships. Not only do investment partnerships come
within the definition of an investment company in the Guide, they are expressly identified
in the Guide as investment companies.

•

Cost. The cost of complying with this SOP should not be significant.
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MINORITY VIEWS
13. Five members of AcSEC believe that although additional disclosure of investments by
investment partnerships is desirable, such disclosure can be accomplished short of requiring the
detailed schedule of investments illustrated in the Guide. Instead they support requiring a
condensed schedule of investments, which would ordinarily include details of each investment
constituting more than 5 percent of net assets and summary information regarding the remainder
of the portfolio. The summary information would ordinarily include investments by type (common
and preferred stocks, convertible and fixed income securities, options purchased, options written,
warrants, futures, loan participation, short sales, and so forth) by industry and by country or
geographic region. An illustration of such a schedule is included in this SOP as the appendix.
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APPENDIX

Following is an illustration of a condensed schedule of investments recommended by a minority
of AcSEC. See paragraph 13.

ABC Associates Ltd.
Condensed Schedule of Investments in Securities
December 3 1 , 199X
Shares

53,125

Value
COMMON STOCKS (51.7%)
United States (32.4%)
Airlines (8.4%)
Tailspin Airlines, Inc.
Other

Banks (1.7%)

937,099

Financial Services (2.6%)

106,607

100,404

2,811,297
1,819,074
4,630,371

Foods (6.4%)
Archie Andrews Midlands Co.
Other

1,433,210

2,825,078
702,824
3,527,902

Hospital Supplies and Services (5.1%)
Chelsea Clinics Inc.

2,811,297

Technology (3.7%)

2,039,578

Utilities (4.5%)

2,480,556

Total United States (cost $17,850,954)

17,860,013

Hong Kong (5.2%)
Drugs (.6%)
Retail (3.6%)
Utility - Telephone (1.0%)
Total Hong Kong (cost $2,756,959)

330,741
1,984,445
552,235
2,867,421

Italy (5.1%)
Airlines (.2%)
Financial Services (1.6%)
Leisure Related (3.2%)
Office Supplies (.1%)
Total Italy (cost $2,912,465)
Spain (4.9%)
Banks (2.2%)
Oil (1.5%)
Railroads (1.2%)
Total Spain (cost $2,643,197)
United Kingdom (4.1%)
Financial Services (2.2%)
Technology (1.9%)
Total United Kingdom (cost $2,145,246)
TOTAL COMMON STOCKS (cost $28,308,821)

110,247
881,975
1,763,951
55,123
2,811,296

$ 1,212,716
826,852
661,482
2,701,050

1,157,593
1,047,346
2,204,939
28,444,719
(continued)
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ABC Associates Ltd.
Condensed Schedule of Investments in Securities
December 3 1 , 199X
(continued)
Principal
Amount
3,000,000

Value
LONG-TERM DEBT SECURITIES (44.7%)
U.S. Treasury Bonds, 7.875%, 2021
U.S. Treasury Bonds, 6.875% - 8.125%,
1999-2021
U.S. Treasury Notes, 4.50% - 5.125%,
1994-1997

$ 3,031,791
11,686,175
9.922.224

TOTAL LONG-TERM DEBT SECURITIES
(cost $25,015,200)

24,640,190

LONG PUT AND CALL OPTIONS (2.2%)
(cost $1,225,800)

1,212,716

LOAN PARTICIPATIONS (1.2%)
(cost $465,000)

661,482

WARRANTS (.2%) (cost $110,247)

110,247

TOTAL INVESTMENTS (cost $55,125,068)

$55,069,354

SHORT PUT OPTIONS ( -1.7%)
(proceeds $1,000,000)

$

14

(937.099)

